Introduction
The recent devolution reforms in the UK represent one of most fundamental changes to the Constitution in the 20th Century. However, the UK has not been alone in undertaking moves towards greater decentralisation. Whilst other countries have not necessarily followed the UK's route of decentralisation through constitutional reform, many European countries (eg France, Spain and Italy) have introduced greater fiscal powers for regional and local authorities. A casual glance at the UK's current position suggests that, in some respects at least, it still retains a highly centralised fiscal system. The degree of fiscal autonomy enjoyed by the UK's constituent nations and local authorities is still limited compared to that in other OECD countries.
The purpose of this article is the following. First, we provide a comparison of the degree of fiscal decentralisation in the UK with that in other countries, and assess the extent to which different areas of public expenditure are assigned to different tiers of government. Second, we assess the degree of fiscal autonomy in the UK compared to that in other OECD countries. We also provide some insights from the theory of fiscal federalism to assess whether the current degree of fiscal autonomy in the UK is optimal, or whether there are useful lessons to be learned from other economies. One key conclusion here is that, although there would seem to be good reasons to increase the degree of fiscal autonomy in the UK, one might want to proceed with caution. We also discuss whether other OECD countries offer useful models in terms of the method of allocation of block grants, the allocation of taxation to other tiers of government, and the way in which are used to achieve the twin objectives of fiscal efficiency and equity. Finally, we consider whether the 'asymmetric nature' of UK devolution, with different national and regional units being assigned different degrees of autonomy, represents a desirable model in the light of experiences elsewhere in Europe.
In the next section, we outline the division of spending responsibilities between different tiers of government in the OECD economies. Then we compare the degrees of fiscal autonomy, and assess whether further reform is warranted in the case of the UK. In subsequent sections, we consider how the mixed use of central grants, shared taxation and devolved taxation can impact on the objectives of efficiency and equity; discuss the extent to which different subcentral governments have autonomy on borrowing; and examine how fiscal federalism is evolving in different countries. The final section draws conclusions.
The Division of Spending Responsibilities between Jurisdictions
There are sharp differences between the OECD economies in the role played by regional and local government in the provision of public services (see Table 1 1 ). Even if one focuses solely on the EU economies, it is immediately apparent that some countries operate highly decentralised systems for the delivery of public services. First, the differences between countries with 'federal' and 'unitary' structures is more apparent than real 2 . While some federations tend to assign major welfare (health, education and social welfare) functions to 1 European Communities (2001) uses figures based on countries' own definitions, so data are not strictly comparable across countries. The IMF data presented in Table 1 uses consistent definitions both across countries and over time. A caveat is that local expenditures mandated by central government, or spent on its behalf, appear as sub-central expenditures. This may overestimate the extent of decentralisation (see Ebel and Yilmaz, 2002) . 2 Spain is not strictly a federation and is often referred to as a 'quasi-federal' or 'regionalised state' since the Spanish constitution does not include a federal distribution of powers and the Parliament can transfer legislative and executive functions without any statutory reform. See Russell Barter (2000) for a more detailed typology of forms of regional government.
regional/state jurisdictions, others do not, or retain control over some key functions (eg Health in Germany and France and Social Security in all cases except Denmark). Some unitary countries, the Scandinavian countries, have extremely devolved systems. In Denmark, for instance, counties and municipalities accounted for 76% of all public sector staff in 1998, and 56% of total expenditure by the public sector (European Communities, 2001) . Following the reform of local government in 1970, Danish municipalities have been responsible for a wide range of local services, ranging from primary education to care of the elderly and the distribution of benefit payments.
Even if one looks beyond the countries in Table 1 for which consistent data is available 3 , one finds that some federal EU countries retain a large amount of central control over these key functions (eg Austria) 4 . Again, we find that some unitary countries have engaged in considerable decentralisation. In Sweden, municipalities and counties undertake 35% of public sector spending, with medical care assigned mainly to county councils and education (up to secondary schooling) mainly to municipalities.
Second, a number of EU economies have moved toward greater decentralisation of spending.
Again these data are only available on a consistent basis for some countries. Third, when compared to other EU countries, the UK has always had a lower than average degree of decentralisation of its spending functions (see Table 2 ). Whilst the nature of the lower tiers of government has changed with devolution, this has not greatly affected the degree to which expenditure is assigned to sub-national jurisdictions.
Economic theory suggests that allocating expenditure decisions close to the citizen will lead to a more efficient outcome, with local electorates being able to determine the allocation of public spending on different services in a way that best suits the local electorate. This is what lies behind the Tiebout (1956) model of consumer choice, whereby consumers will choose to locate in jurisdictions that will provide them with the mix of public services that optimise their welfare. Oates' (1972) classic work on fiscal federalism also suggests that jurisdictions should be designed, and the assignment of public expenditures should be carried out, in such a way that services are provided by the jurisdiction representing the smallest possible area over which the benefits are distributed. The notion is to combine the most efficient allocation of public goods whilst avoiding taste differences (Atkinson and Stiglitz, 1980) . However, as noted by Pola (1999) , it is difficult to disentangle the extent to which the raw measures of fiscal expenditure decentralisation in Tables 1 and 2 really reflect local decisionmaking. This is because official expenditure statistics on sub-national jurisdictions will sometimes include not only expenditure on functions assigned solely to that jurisdiction, but also ones where the local government is simply delivering a service that is effectively controlled by a higher tier of government. We have already noted earlier that central and subnational jurisdictions share competencies on a number of key public services. However, even if competencies are not explicitly shared, the degree of choice that local government has in key areas is limited if central government retains the right to direct the way in which services are provided, or if grants to local governments take the form of specific grants rather than block grants (Midwinter, 2001 Tanzi, 2001) .
Despite this caveat, the data seem to suggest that the UK does not offer its citizens a significantly more centralised form of public service provision than its European neighbours.
Indeed, in many respects (see Table 1 ) the UK has imposed a much greater consistency on the shape of its local government by explicitly allocating functions to different tiers of government, generally avoiding clashes of competencies. In some respects Scotland also benefits from the fact that the remit of the Scottish Parliament with respect to devolved expenditures is clearly defined. As a devolved region Scotland is also unique in having much more exclusive control of functions such as education and health when compared to many EU unitary states. There is a more marked difference between the UK and other EU countries in the degree and nature of fiscal autonomy granted to its sub-central governments.
Fiscal Autonomy: To What Extent should Sub-National Jurisdictions Control their Revenues?
The Comparative Evidence
This is a much more controversial area and one where the practice has varied considerably both within the EU and the OECD. Traditionally the UK has financed most of the spending of its sub-national jurisdictions through grants. Figure 1 shows that the UK makes less use of taxation to fund regional and local government spending than most European countries (the exceptions are the Netherlands and Ireland, which are geographically much smaller).
However, these data tell a very partial story on the degree of fiscal autonomy given to subnational jurisdictions, as many other countries, including federal states like Germany and Austria, make extensive use of tax-sharing arrangements whereby regional and local authorities are given some share of the total tax yield. If the sub-national jurisdictions do not actually control either the tax base or the tax rates that generate the revenues they share with central government, arguably the joint taxes are very similar to a block grant. Countries with such arrangements give very limited fiscal autonomy to their regional or local governments.
Also, it should be recognised that, even where the yield of local taxes is returned fully to the sub-central governments, central government may still be able to limit the degree to which this fiscal autonomy is exercised. A u s t r a l i a A u s t r i a F r a n c e P o r t u g a l U n i t e d S t a t e s S w i t z e r l a n d G e r m a n y F i n l a n d C a n a d a S w e d e n I c e l a n d N e w Z e a l a n d In order to shed more light on the degree of fiscal autonomy enjoyed by lower levels of government, one has to look in detail at the extent to which sub-central governments can It is apparent that, although the UK's local government layer has a reasonable degree of autonomy, the sub-central levels of government in the UK control a very small proportion of total taxation. In contrast, whilst sub-national jurisdictions in Scandinavia, Belgium and Japan have slightly lower degrees of fiscal control, the total importance of sub-central government is much greater. We also see some contrasts between federal states. Switzerland grants its sub-central governments the greatest control over taxation as indicated by the high percentage of sub-central taxation. In contrast, German and Austrian Länder have less fiscal control than might appear at first sight. N e t h e r l a n d s P o r t u g a l G e r m a n y A u s t r i a B e l g i u m D e n m a r k F i n l a n d S w i t z e r l a n d S w e d e n N e w Z e a l a n d
Grants and Tax Sharing Sub-Central Taxes Other Source: OECD (1999) However, we should remember the caveat about tax sharing which also applied to Figure 1: no distinction is made in Figure 3 between taxes under the control of sub-national jurisdictions and tax-sharing schemes. If one were to strip out tax sharing from this figure, federal countries like Germany and Austria would converge towards the unitary states.
Nevertheless, the UK's relative position would still be one where reliance on grants is greater compared to other countries. This is shown in Figure 4 , 8 which clearly indicates that Scandinavia, Switzerland and New Zealand possess the greatest degree of fiscal autonomy.
Even when grants and tax sharing are treated as equivalent, most EU countries provide greater autonomy to their sub-central governments than the UK does.
Finally, the UK relies less than others on non-tax revenues (13%). These are mainly fees and charges on consumers for local and state government services. In this the UK is ranked lower, not only compared to federal States, but also compared with less-fiscally-devolved unitary states, such as Norway (17%). It is worth noting that devolution in the UK does allow the devolved authorities some margin to increase this reliance on non-tax revenues.
The Optimal Degree of Fiscal Autonomy: What Does Economic Theory Say?
The theory of fiscal federalism provides the following arguments for greater fiscal autonomy (Gramlich, 1984) . First, it induces greater responsibility on local politicians. A reliance on central grants allows local politicians to lobby central governments for grants and might lead to allocation decisions that have little to do with economic efficiency. Second, a reliance on grants places little pressure on local administrators and politicians to manage local government spending efficiently: it is not apparent, at the margin, that an additional pound spent in local services will be equal to the benefit of an equivalent reduction in taxation.
Is there evidence that sub-national governments behave inefficiently when they are in receipt of central grants? Some indirect evidence comes from the USA, where a considerable body of empirical evidence suggests that non-matching government grants have a much more powerful impact on local spending than increases in local income (Gramlich, 1977 , Courant et al., 1981 , a phenomenon which has become known as the 'flypaper effect' (ie grant money sticks where it hits). The usual economic explanation for this observation is that local politicians will not be compelled to cut taxes in response to increases in grant, but will behave differently when local income increases and raises taxation yields. Although evidence on the 'flypaper effect' tends to be limited to federal countries where there is substantial fiscal autonomy, and therefore greater scope to test the hypothesis, it seems likely that local politicians tend to be more accountable with respect to local taxation decisions than centrally determined grant allocations. Unfortunately, beyond this indirect evidence, there is little comparative empirical evidence across OECD countries on whether there is over-or underprovision of public services, and on whether there are significant differences in willingness to pay taxes to fund public services between sub-central governments in the UK and in other comparable countries.
However, the literature on fiscal federalism also provides clear guidance on the limits that should be imposed on fiscal autonomy. Four arguments can be highlighted here. First, the usual argument against complete fiscal autonomy is one of equity 9 : jurisdictions with different levels of income and wealth will have very different tax resources at their disposal, and the need to ensure that citizens have access to a roughly equal level of public services will imply some degree of redistribution between sub-central governments. For this reason no industrialised countries, not even federal states, have opted for complete fiscal autonomy.
Redistribution can be achieved either through the use of transfers funded from general taxation, or through some kind of 'pooling' arrangement between the sub-central governments, or by implementing tax-sharing arrangements designed to benefit poorer because they pre-date the post-1996 reforms. 9 We should distinguish the equity argument from that of insurance over the business cycle. Maintaining a centralised system of welfare benefits will allow a system of insurance to be maintained even in the presence of substantial fiscal autonomy.
jurisdictions. The key point is that there is a trade-off between equity and accountability: if resources are shared equally between sub-central governments, the incentive effects from fiscal autonomy disappear. This has become one of the central issues that countries have faced in deciding on the appropriate level of fiscal autonomy for sub-central tiers of government.
The second argument against complete fiscal autonomy is that one has to avoid tax externalities, in the interests of economic efficiency. 'Tax exportation ' (McLure, 1967 ) is one such problem. If taxation decisions by sub-central governments impinge on non-residents, then local residents and politicians will not internalise the costs of public services and there will be a degree of over-provision. In essence the same problems caused by grants re-emerge.
Of course, insofar as non-residents benefit from service provision, then there could be underprovision, a problem that often arises with large metropolitan areas and satellite towns. The way to deal with this problem is to ensure that different types of taxes are assigned to different levels of government so as to avoid tax exportation between sub-national jurisdictions. Indeed, this is a key argument for not devolving natural resource taxation. The dangers arising from not centralising tax decisions on natural resources are two-fold: that it would lead to tax exportation; and that resource-rich regions and central governments would both seek to compete for the taxation revenues, leading to excessive taxation on the natural resource. For example, suppose that a royalty tax on oil and gas were assigned to the subcentral government, whilst the central government could also tax the same natural resource through taxes on corporate profits. This leads to both tiers of government excessively taxing the same base.
A third limit on fiscal autonomy is a consequence of the potential migration of factors of production. Tax competition is a fact of life in most federal systems, and the mobility of capital and labour imposes natural limits on fiscal autonomy. This is why most decentralised taxation systems still assign the majority of ability-to-pay or redistributive taxes to central government, especially taxes such as corporation taxes, which fall on the most mobile factor, capital. Although income taxation tends to be used by sub-central governments in a large number of countries, both federal (eg USA) and unitary (eg Denmark, Italy and Sweden), the scope for this is either limited by law or by tax competition. Generally, sub-central governments have to rely on benefit taxes or user charges (based on the benefit consumers derive from local services), taxes on immobile factors such as property, or small changes in ability-to-pay taxes (such as local income tax), which do not cause migration in the tax base.
Finally, a fourth argument against fiscal decentralisation is that it can generate administrative complexity. In essence, it is argued that managing a national tax system is feasible at lower cost and this implies that financing systems based on grants or tax-sharing arrangements are optimal. In fact, in the case of any modern developed economy, this is a spurious argument.
There is no reason why one needs to decentralise the tax collection system, as evidenced by a number of OECD countries which manage the collection of taxes shared by different jurisdictions through a single national tax collection system. However, clearly if a national collection system had to cope with a plethora of shared taxes between jurisdictions, this would increase administrative costs.
A subtler version of this argument relates to the problem of transparency and complexity in decentralised tax systems. A complex tax system, where various jurisdictions share the same tax base, and where sub-central governments have important fiscal powers, can lead to less transparency in the fiscal system. Voters may find it difficult to understand fully the operations of the different levels of government (Tanzi, 2001 ) and this leads to less accountability. However, fiscal decentralisation is not without its problems. The choice of appropriate tax instruments for sub-central governments presents some problems in the light of issues such as: the mobility of factors of production across jurisdictions; the need to balance fiscal autonomy with some degree of revenue distribution between richer and poorer regions; and the need to avoid complexity. In the next section we examine some of the issues that have arisen in some other OECD countries, and the potential lessons for the UK from these experiences.
Some Features of Decentralisation in OECD Countries

Equity versus Accountability
The presence of vertical transfers between central and sub-central levels can lead to a lack of accountability on the part of sub-central governments. An interesting case study in fiscal decentralisation is that of Italy. In the 1970s, Italian sub-central governments (communes, provinces, and regions) depended to a much greater extent on local taxes. Tax reforms in the early 1970s were designed both to reduce the complexity of the tax system, and to increase the degree of fiscal control retained by central government during a period of macroeconomic As Bordignon (2000) and Bosi and Tabellini (1995) accountability. In essence, there appears to be a real trade-off between equity in the provision of public services and the accountability of devolved government.
The trade-off between equity and accountability is not only evident in countries like Italy that are trying to move towards a more federal structure. It is also apparent in counntries with mature federal systems, such as Germany. Post-war Germany has had in place a system of horizontal equalisation aimed at equalising revenues between poorer and richer Länder (or states). This system of equalisation, the Finanzausgleich, has been very successful in maintaining a high degree of uniformity in public services throughout Germany. In 1997, following the incorporation of the East German Länder into the system, 6.1 bn was transferred from the richer to the poorer Länder, compared to only 1.5 bn in 1994. In addition to these horizontal transfers, in 1997 a number of federal grants were made to fiscally weaker Länder ( 7.2 bn). Overall, 20% of Länder income came from grants, including transfer payments from the equalisation system. In 2001, a new agreement was reached for the period 2005-19 which maintains a federal contribution of about 10 bn per year. Some observers have argued that the extent of equalisation has led to a lack of accountability (see Spahn and Franz, 2000) . But, despite a perceived need to incentivise the Länder to improve their economic performance and efficiency, equity remains the guiding principle of the new system.
Complexity and Transparency
If devolved government and fiscal autonomy is designed with the objective of increasing accountability, a complex system, where various jurisdictions compete for the same tax base, or where tax sharing is the norm, leads to far less transparency (Tanzi, 2001) . As highlighted in Table 3 , a number of jurisdictions in federal countries rely largely on tax-sharing arrangements (local authorities and Länder in Austria and Germany, Communities in Belgium, provinces, municipalities and regions (Autonomous Communities) in Spain).
The Spanish experience is of interest, as they sought to introduce much greater fiscal autonomy for their sub-central governments, and particularly the Autonomous Communities (ACs) from 1993 onwards. In 1994 ACs relied on government grants or tax-sharing arrangements for up to 96% of their expenditure. In the period 1994-96 ACs were allowed to obtain a share of the personal income tax raised in their own territory, and they also began to make greater use of fees and user charges. By 1996, the percentage of own revenues in the ACs had risen to 18%. In 1997 a formal agreement, which is still in its implementation phase, increased the range of taxes available to ACs (on wealth and property transfers) as well as allowing them a greater share of their own revenues from personal taxation, 12 with some ACs able to exercise control over tax credits and rates. However, the result is a complex tax system, especially when one considers that there are two lower tiers of local government (provinces and municipalities), which also depend on shared taxes, as well as a host of local fees and duties. Arguably, although it is still evolving, the Spanish system has given rise to a complex tax system, which achieves greater autonomy at the expense of less transparency.
Which Taxes should be Devolved?
Earlier, we highlighted the main principles which should guide fiscal devolution: ie that devolved taxes should not have a redistributive function; that they should pay some regard to the problem of factor mobility; and that tax exportation should be avoided. As might be expected, most OECD countries that have opted for a substantial degree of fiscal autonomy have tended to allow sub-central governments greater control over benefit taxes or user charges (mainly taxes or fees/charges for local services) and property taxes, with limited control on taxes on more mobile factors (income and profit taxation) but almost no control over the taxation of the extraction of natural resources (royalties or profit taxation). The only exceptions are the USA and Canada, which traditionally allowed states some discretion to set natural resource taxes. Resource-rich countries in the EU have not devolved taxes on natural resources.
Whilst some countries have devolved business taxes (Austria, Belgium, Germany, Italy, Spain, and Switzerland), these do not constitute a substantial share of regional/local revenues.
These are countries where sub-central governments actually control local business tax rates or the tax base, i.e. they do not simply share in national corporate taxation revenues. Should the UK seek to grant more fiscal autonomy to its devolved authorities or to the English regions, it is unlikely that corporate taxation would be a serious candidate, given the mobility of capital.
A more likely candidate is the greater use of local income taxes, a principle already embraced to a limited extent in the tartan tax. Currently a number of European countries have granted autonomy to their sub-central governments to set rates of personal income taxation. For example, in Belgium, income tax surcharges are used; in Denmark, Finland and Sweden, Italy and Switzerland regional/local government can set personal income tax rates; and in Spain, a more asymmetric system exists with some proportion of personal income taxation returned to the region of origin.
The Scandinavian experience is particularly instructive. In Denmark, the two tiers of subcentral government, counties and municipalities, account for about 60% of total spending.
Own taxation constitutes a large share of total revenues for the counties and municipalities (in 1995 this was 82 and 76% respectively), only a small amount comes from shared taxation (see European Communities 2001) or block grants. However, block grants are used to enable some degree of horizontal equalisation. Whilst there are no formal limits to the size of local income taxes, in a small country the effective freedom to vary personal income taxation is limited by factor mobility. In addition, Denmark has operated a system of close budgetary cooperation between central and local government, through the Ministry of Finance. There were annual negotiations, involving a joint assessment of the budgetary requirements of subcentral governments, based on no changes in tax rates. However, in 1998 a new four-year agreement was put in place. Thus, in theory the system combines a degree of local selfdetermination, with a considerable degree of co-ordination and bargaining, which tends to limit the changes to local tax rates.
Whilst the Danish system provides an interesting model, which has received widespread attention (Russell Barter, 2000 , STUC, 2001 , it does have some weaknesses. The problems with the Danish system are two-fold. First, the process of budget cooperation is not binding on local authorities. From 1999-2001 actual income tax rate increases were about 1.5% (Daugaard, 2002) and since 1986 'unplanned' tax rate increases have amounted to 4%, leading to a severe loss of credibility for the central government's fiscal control. The surge in public consumption expenditure has been largely in areas such as childcare and care of the elderly (Daugaard, 2002) . A second problem is that the small size of some of the municipalities (their average population is 19,000 inhabitants) means that economies of scale in the provision of services cannot be exploited. Furthermore, some municipalities lack the professional administrative structures to carry out a wide range of public functions, ranging from the administration of social security benefits through to environmental protection.
Overall, the problems in the Danish system are attributable to an excessive degree of autonomy rather than to problems in the operation of a local income tax system. Many of the issues highlighted in recent reviews of the Danish public sector have pointed to problems of size of sub-central government and the assignment of expenditure functions.
Finland has a similar system of autonomous income taxation for municipalities (tax rates in the municipalities in 1998 were between 15-20%) combined with a degree of co-ordination.
There is close co-operation between municipalities on a regional basis to organise joint welfare provision (especially in the areas of health and education). Municipalities can also levy capital taxation on net wealth and real property taxes. In Sweden, own taxes constitute about 55% of municipality revenues and 70% of county revenues. However, in the early 1990s much stronger central control was exerted on local government: a cap was imposed on tax rates between 1991-93 and from 1997 central government took a 50% share of any increase in tax revenue. As in the Danish case, excessive fiscal autonomy can be seen as a problem in terms of overall budgetary control, especially when the sub-central jurisdictions are small in size resulting in less effective control over expenditure.
Overall, it seems that some countries that have adopted local income taxation have encountered difficulties with 'excessive taxation'. However, to a large extent this is attributable to problems in the efficient delivery of public services and the absence of effective tax competition. High personal income taxation is not a natural consequence of fiscal autonomy, as should be evident from the experience of countries such as the US and Switzerland. In a recent empirical study comparing federal and non-federal states, Keen (1997) shows that, in general, there is no evidence that income taxation is higher in states where both national and sub-national (state/regional) governments co-occupy the same tax base. For the reasons already explored, any increase in fiscal autonomy in the UK would probably require some form of local income taxation for regional government, and the experience of Scandinavia suggests that a limited system of additional taxation might be the best way forward, combined with a system of horizontal equalisation.
The wider economic impact of Tax Competition: empirical evidence
The Scandinavian experience illustrates a key debate in the theory public finance: does decentralisation lead to smaller or bigger government, and what impact does it have on economic performance more generally? In setting out their 'Leviathan hypothesis ', Brennan and Buchanan (1980) point out that factor mobility implies that decentralisation will lead to smaller government. Empirical evidence on this has been mixed at best (Oates, 1985) , although a problem with early empirical studies is that they were based on cross-section data.
Since many other factors affect government size, it is unlikely that cross-section studies can effectively test such a hypothesis. More recently, Rodden (2001) used panel data on 40
countries over the period 1978-97 to revisit the hypothesis. Whilst the results are not unequivocal, Rodden does seem to find that there is an inverse correlation between greater fiscal autonomy and the size of the public sector, whilst higher proportions of sub-central expenditures financed through tax-sharing or central grants are shown to be correlated with larger public sectors. However, one caveat from Rodden's study, as he himself notes, is that, despite the use of panel data, the results are still driven by observations from some key federal states, such as the US, Canada and Switzerland. Rodden also finds significant evidence in favour of a 'flypaper effect', which is consistent with the hypothesis that countries which rely more on central grants will have bigger public sectors.
Although one might try to infer some link between greater decentralisation and faster productivity growth, unfortunately it is difficult to find a formal statistical link between increasing fiscal autonomy/decentralisation and economic growth. As many other factors play a part in determining 'catch-up' in productivity, it is difficult to disentangle any effect due to greater autonomy. In an empirical study using panel data, Thiessen (2001) tries to establish a link between the degree of fiscal decentralisation and growth. As Thiessen recognises, the results are unlikely to be robust, given that the measure of fiscal decentralisation is rather arbitrary; he finds an inverse U-shaped relationship, whereby an intermediate degree of decentralisation is optimal for faster growth. This is then attributed to the fact that excessive decentralisation may cause a loss of economies of scale in public service provision. Given the preliminary nature of this work, it would be too simplistic to argue that there is an optimal degree of fiscal decentralisation from the point of view of maximising economic growth.
Reforming Block Grants
In the UK, the rationale and future of the Barnett formula in allocating funding to the devolved authorities in Scotland, Wales and Northern Ireland has been the subject of considerable debate. The history and complexity of the formula has been discussed at length elsewhere (Twigger (1998); Bell (2001); Midwinter (2000) ; Cuthbert (2001); Muscatelli (2001) ), and will not be covered here. Instead, we will focus on the extent to which other OECD countries have relied on the use of historic shares or needs-based assessment to set grants for sub-central governments. From our discussion so far, it should be apparent that even those countries where sub-central governments have considerable fiscal autonomy (e.g.
Sweden, Finland,and Denmark) have retained some system of central grants in order to provide some system of horizontal equalisation. Whatever any future devolution reform holds for the UK, there is likely to be a continued reliance on central government grants, and a comparison with other countries is instructive. Given the limited space available, we will focus on a limited number of examples grant systemsin operation in other countries.
With very few exceptions, other European countries have moved away from formulae based on historic shares, such as the Barnett formulae, towards formulae that use objective parameters that measure fiscal need and tax-raising capacity. Perhaps the only exception to this rule is Italy, where for political reasons it has been very difficult to move towards a formula based on objective indicators of needs and costs in different municipalities. As noted above, the 2000 reform of regional financing, involving a switch to a needs-based horizontal equalisation system (based on demographic factors and potential per capita revenues from regional taxation), is to be phased in over a long period of time.
The majority of other countries have made central government grants the centrepiece of some form of horizontal equalisation. We have already touched on the equity versus accountability trade-off raised by such equalisation schemes.
Equalisation schemes take a variety of forms but often involve an element of central grant. In some cases, such equalisation schemes are self-financing. For instance, in Sweden, since 1996 a self-financing equalisation system has covered all the municipalities and counties.
This system aims to offset 95% of the differences in taxable income per capita between local governments and allows for major differences in delivery costs. In Denmark, general grants include both a self-financing equalisation mechanism and a grant payable to local authorities in which the tax base per capita is less than 90% of the national average. The amount of this second grant is based on expenditure need, and uses indicators such as pre-school and schoolage population (under 6 years old, 6-17 years old) and the elderly population (75 years and over) to take account of the major costs of childcare, schooling and care for the elderly. In addition, there is a role for social indicators such as the proportion of single-parent families, the unemployment rate, and the non-EU immigrant population. In Spain, as fiscal autonomy has progressively increased, a variety of grant formulae have been put in place. For ACs, the most important of these is a tax-sharing grant based on expenditure needs, as measured by population size, personal income, and tax capacity. In the case of provinces and municipalities additional criteria include surface area and school-age population.
In France, where fiscal autonomy is more limited and sub-central government (regions, Of course, the UK has always had a system of grant allocation based on fiscal need for local government, but it has resisted any reform of the Barnett formulae for the allocation of block grants to its main devolved regions. In doing this, it remains, with Italy, one of the few countries that have resisted the trend towards needs-based formulae and stuck with history and political expediency. However, it should be recognised that any further move in the UK towards financial autonomy for its main devolved units will bring with it a need to address the issue of horizontal equalisation and will require some reform of the grant system. Further progress on the devolution agenda, such as regional government in England, will also bring the issue of needs assessments to the fore.
Borrowing Constraints and Local and Regional Government
The extent to which sub-national governments in different OECD countries can borrow also varies substantially. Figure 5 , which plots an index of borrowing autonomy taken from
Rodden (2001), shows that the UK imposes relatively strict controls on borrowing by subcentral governments. To some extent these differences hide the fact that, in most countries, the state exerts considerable control on total borrowing. For instance, in Germany, Länder and local authorities can only borrow for investment purposes, in proportion to their financial capacity, and subject to agreement by the Land's interior ministry. Spain imposes similar limits to total debt service spending and only allows short-term borrowing to cover cash-flow requirements and long-term borrowing to finance public investment projects. It is interesting to note that there is sometimes little relation between the degree of decentralisation in spending and borrowing autonomy. For instance, in France regional and local authorities have considerable latitude in deciding how much to borrow for capital expenditure, although borrowing is not allowed to cover current expenditure or to refinance existing loans.
Another important point to note is that the Maastricht criteria, and subsequently the Stability and Growth Pact, have forced some countries to bring in greater controls over borrowing by sub-central governments. For instance, Austria introduced an 'internal' Stability Pact in January 1999 to help ensure that the overall deficit position for all levels of government does not exceed 3%. This is done by allowing very little margin for borrowing by sub-central tiers of government, who are only permitted to run an aggregate deficit of 0.3% of GDP. Italy has imposed a similar 'internal pact'. One problem with such ad hoc solutions is that they might place too my much of a constraint on public investment, as borrowing is typically only undertaken for capital projects. This is a well-known criticism of the EU Stability and Growth Pact in contrast to the 'golden rule' for borrowing adopted in the UK.
If the UK were to introduce greater fiscal autonomy for its devolved authorities, and if this were followed by entry into EMU, greater constraints might be imposed on the spending of See HM Treasury (2002) : "…the presumption is that departments and the devolved administrations will contain pressures on their budget by re-allocating priorities, seeking offsetting savings and using unspent entitlements... The devolved administrations will be treated in the same manner as United Kingdom departments in decisions on access to the DEL Reserve…" (Section 9) "There is eligibility on EYF for DEL expenditure but AME expenditure is not eligible. The whole DEL assigned budget of each devolved adminis tration will therefore be eligible for end-year flexibility... Breaches in DELs which materialise at the end of the year would be viewed by the United Kingdom Government as serious mismanagement on the part of the devolved administration and the presumption would be that the following year's DEL and grant to the devolved administration would be reduced by an amount equivalent to the breach. The same rule applies to departments as noted above. Some political scientists (Le Galès and John, 1997) argue that incrementalism carries with it considerable costs in terms of loss of momentum for reform.
Of course, the opposite problem can also arise, with asymmetries leading to arguments for further change. In Italy, part of the federalist movement has been pushing for similar autonomies to be granted to all regions to bring the asymmetric treatment of regions to an end. Another risk is that, where some regions are granted greater powers because of historical reasons or cultural diversity, granting some regions greater powers than others may lead to tensions between regions, and then create difficulties in implementing horizontal equalisation systems. Even where asymmetric devolution settlements are justified for historical reasons (e.g. maintaining a separate Scottish education or legal system), our view is that these exceptions should be explicitly costed as part of a comprehensive regional financing system and that, apart from these exceptional factors, similar degrees of fiscal autonomy should be allowed to all future regional governments in the UK. This would then avoid the tensions that mightotherwise arise from a multi-speed path to devolution in some regions (e.g. the Northern English regions) if they are granted much less fiscal powers than Scotland.
Conclusions
We have surveyed some of the experiences of the OECD economies in the area of fiscal decentralisation and fiscal autonomy andhave highlighted possible lessons for the UK as it considers the future path of its devolution process. In general, we can draw the following conclusions:
• Economists have traditionally seen some benefits in fiscal autonomy, on the grounds that it promotes efficiency in local government and accountability.
of the United Kingdom Government." (Section 10).
• However, the evidence from other countries is that fiscal autonomy is not costless.
Conflicting competencies in spending, and competition over the tax base, can easily destroy some of the potential benefits of fiscal autonomy. This suggests that any fiscal decentralisation has to be carefully designed to be transparent, with clearly defined competencies for different jurisdictions.
• Most countries that have granted a greater degree of fiscal autonomy to its regions have done so through a greater delegation of taxes on immobile factors, on personal income, and through non-tax measures (fees and charges to consumers of local services).
Devolving income taxationto sub-central government raises the problem of factor mobility in the absence of effective tax competition. However, in the case of the UK the limited evidence that exists (see Blow et al., 1996) suggests that migration may be less of a problem than some observers fear and, to date, there is little evidence from other OECD economies that small tax differentials have led to major movements in population.
• Any increase in fiscal autonomy will increase the need for some system of horizontal equalisation if a degree of equal access to public services is to be maintained. The evidence from other OECD countries is that such shifts in resources can be substantial, and this finding is also backed up by the limited evidence available for the UK (Blow et al., 1996) .
• However, excessive degrees of fiscal equalisation (e.g. through full tax-sharing) can militate against the gains in accountability deriving from fiscal autonomy. Countries that have placed considerable emphasis on interjurisdictional solidarity (e.g. Germany and
Italy) face problems in achieving a better balance between equity and fiscal accountability.
• The use of central grants as part of a horizontal equalisation scheme has to pay regard to both expenditure needs and fiscal capacity of local government. In general, the OECD has seen both greater movement towards fiscal autonomy, and a move towards the assessment of local needs in determining grants. More transparent formula-based grant allocations are also likely to increase fiscal transparency.
What lessons emerge from the UK's perspective? A major criticism of the UK's current arrangements for devolved public finance is that they do not deliver either the benefits of accountability derived from assigning greater fiscal autonomy to the sub-central tiers of government, or the benefit of ensuring common levels of access to public services across the UK. In facing the trade-off between fiscal autonomy and equity, the UK has chosen a historical solution and political expediency. There are two potential dangers in not reforming the current arrangements for devolved financing. The first is that the electorate will begin to lose interest in the devolution process and electoral participation will continue to decline, instead of reinvigorating the local democratic process. The second is that pressures will develop to reform the system, and that regional tensions will emerge, especially once regional assemblies begin to be set up in England. This is exactly what has happened in some other countries (e.g. Italy, Spain) to date. Cross-country experience suggests that there may be considerable benefits to the UK (and Scotland) in confronting the issue of fiscal autonomy and inter-regional solidarity sooner rather than later.
